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At the present moment that long-anticipated time 
when this country may start returning to a peace- 
time economy seems considerably more remote than 
it did a few months ago. However, the lapse of time 
between expectation and realization, however long 
or short it may be, will probably have little effect 
upon the main problems of reconversion or the meth- 
ods of dealing with them in order tu maintain a rela- 
tively stable national economy. 

It seems reasonably probable that, if all control 
should be abandoned immediately upon the termin- 
ation of hostilities, our experience might follow a pat- 
tern similar to that after World War I, except that 
the trends would be more drastic in proportion to thie 
vastly greater pressures, particularly the unprece- 
dented pent-up purchasing power in the land today. 
This would mean a brief downward dip in prices after 
the Armistice, a terrific upward movement probably 
to unprecedented price levels, an ultimate collapse, 
and a period of paralyzing depression. The pricing 
policies of OPA tentatively agreed upon are designed 
to prevent just such a catastrophe. 

The basic proposition upon which OPA’s recon- 
version program is founded is that price control— 
and, as to scarce commodities, rationing—must be 
maintained until production of civilian commodities 
equals the then-existing demand. As it concerns com- 
modities which have not been out of production, the 
problem of pricing and of price adjustment is not so 
difficult. But, in connection with the resumed manu- 
facture of other commodities and the manufacture of 
new commodities, some difficult and complicated 
problems will arise. The OPA’s reconversion pro- 
gram will be directed toward the following objec- 
tives : 


(t) The price policy will be such as not only to 
permit but to encourage production to the limit of 
capacity. This means prices which yield good profits 
foe business. both large and small, on the basis of 
high-volume production. 


(2) Pricing policy must be easy to apply. Deci- 
sions with reference to initial prices or price adjust- 
ments must be made rapidly. The national office of 
the OPA is already embarked on a program of decen- 
tralization of pricing authority to meet this need. 


(3) Although OPA has no direct responsibility 
for wages, prices must be fixed on such a basis as tu 
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FEDERAL TAXES 
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Ienitor’s Note: This is the first chapter of a study by 
Professor Burrell on the subject of the patterns of Fed- 
eral postwar taxation. Next month’s chapter will deal 
with the corporate income tax. 


As the war apprvaches termination, there is a 
growing interest in the economic arrangements of 
the postwar period. The dislocations of the economy 
during war time are well-known. The problem of re- 
employment of men and women now in the Army 
and in: war work, the problem of conversion of in- 
dustry to peace time production, the problem of the 
adjustment of the economy to a new high level of 
national debt are matters of great public concern. 

This concern is undoubtedly intensified by the 
realization that in the decade of the 1930s the objec- 
tive of full employment of men and resources was 
never realized. This persistent underemployment was 
something new in America. In other periods of de- 
pression there was unemployment, to be sure; but 
previous periods of unemployment were at least 
relatively short. Certainly never before had such un- 
employment continued in the face of rising commod- 
ity prices, increasing department-store sales, bank 
debits, etc. . 

Many explanations have been offered to account 
for this persistent unemployment of human and ma- 
terial resources. It is not necessary‘for the purposes 
of this analysis to attempt to summarize or evaluate 
these explanations. Inevitably there are many opin- 
ions, and it would be difhcult to set forth a single 
comprehensive explanation that would receive the 
coniplete acceptance of any significant segment of 
informed opinion. Nevertheless, it does appear de- 
sirable tu restate briefly what are probably the two 
most widely differing explanations. These are: 


(1) The continuance of basic maladjustments in 
cost-price relationships and increasing rigidities in 


(Continued on page 2) 
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THE PATTERN OF POSTWAR 
FEDERAL TAXES 


(Continucd from page 1y 


prices and wages, due to the growth of monopoly, 
increasing labor power, and governmental action. 
tended to prevent the necessary adjustment of the 
economy to such a basis as would permit new pro- 
duction and investment. According to this view, the 
forces that prevented such adjustments were not 
unique to the 1930s but had been growing in impor- 
tance over many years. This development may be 
approximately described as the “decline of the free 
market,” or a retreat from a set of arrangements 
whereby economic forces were kept in balance by 
certain more or less automatic functioning controls. 
Overspeculation and overexpansion always resulted 
in an exhaustion of credit, and the resulting sharp 
rise in interest rates choked off the overexpansion. 
In the international field the yold standard and the 
more or less free movement of capital frum country 
to country served to keep price and interest rate 
structures roughly in balance, although import tar- 
iffs kept these controls from working perfectly. 

But the organization of the Federal Reserve Sys- 
tem removed the automatic restraints on credit ex- 
pansion and left only a political board with the power 
of either restrictive or expansive credit control. Prob- 
ably there was no intention in the beginning to aban- 
don the discipline of the free market but only to 
use the new mechanism to relieve the strains of finan- 
cial crisis. But the necessities of war financing made 
it essential to use the new machinery in an expansive 
way. In 1920, the conscious controls which had been 
substituted for the automatic controls were used 
wisely and courageously, if somewhat tardily, in re- 
straining an unsound boom. But the political reper- 
cussions of this planned deflation made it evident that 
“credit control” would thereafter be expansive only. 

The financial and industrial boom that developed 
during the 1920s was therefore not subjected to the 
usual automatic checks, with the inevitable result that 
the boom got out of hand. But even booms fed and 
nurtured by an expansionary credit policy must come 
to an end. When the bubble burst in 1929, there were 
inevitably greater adjustments required in cost-price 
relationships and in production than would have been 
required if the boom had been allowed to come to an 
earlier and more. natural end. 

Since the prolonged boom was an investment boom, 
a greater proportion of possible outlets for capital 
investment were utilized than would have normally 
been utilized. The result was that in the 1930s there 
did appear to be a decline in investment opportun- 
ities. This apparent decline was, however, not secular 
(long term) in nature but casually related to the un- 
naturally prolonged boom of the 1920s. In other 
words, the use of the central banking machinery in 
a prolonged expansionary way did not eliminate the 
business cycle but only served to magnify the fluc- 
tuations of business and industry. 





The correction and adjustment of production, 
costs, prices, and capital structures proceeded rap- 


idly for two or three years following 1929. But at this 


juncture there developed overpowering political op- 
position to any further adjustments. The NIRA, for 
example, attempted to freeze existing or even pre- 
existing price-cost relationships and in some in- 
stances to directly or indirectly prohibit new invest- 
ment. The developing political dominance of labor, 
the Securities Act (even though it was long overdue), 
the enactment of various so-called “fair trade” laws, 
and many other political innovations aided in pre- 
venting the adjustments necessary for new invest- 
ment. 

In short, according to this view, the persistence of 
underinvestment and hence underemployment char- 
acteristic of the 1930s did not arise out of anything 
unique in economic experience. It was simply a re- 
flection of previous forced overexpansion and over- 
utilization of investment opportunities, coupled with 
a political unwillingness to permit the discipline ot 
the free market to clear the way for new production 
and new employment. 


(2) The theory of secular stagnation and decline 
in investment opportunities was developed in the 
late 1930s. Perhaps the best-known proponent of this 
doctrine is Professor Hansen,’ although for a con- 
siderable extent the theory is based upon the work 
of Lord Keynes.? The decline in investment is held 
to be the result of a secular decline in available in- 
vestment opportunities. It is pointed out that there 
are no new industries that require the investment vf 
large amounts of capital, that many new industries 
are actually capital saving in nature. It is asserted 
that all this is a consequence of the coming to ma- 
turity of the economic order. But there has been nu 
diminution of saving power corresponding to the 
decline in investment opportunities. It is, therefore, 
believed that the unbalance between savings and in- 
vestment is chronic. The proposed remedies are 
therefore appropriate to the diagnosis. These include: 


(a) A reduction in what Keynes calls “the pro- 
pensity to save’® through income taxes steeply grad- 
uated in the higher brackets where most of the sav- 
ings occur.* 


(b) An increase in what Keynes calls “the pro- 
pensity to consume’ through reduction or elimina- 
tion of consumption taxes and perhaps direct con- 
tribution to consumption through varivus subsidy 
devices. 


(c) An increase in governmental investment suf- 
ficient to take up all uninvested savings. It is pre- 
sumed that, if all savings were invested, full employ- 





1 See his Full Recovery or Stagnation, 1938; also Fiscal Policy 
and Business Cycles, 1941. 

2 But the theory of secular stagnation is not the product of Lord 
Keynes. Nowhere in his General Theory of Employment, Interest 
and Money, 1936, is there any suggestion of secular stagnation. 

3 Defined roughly as the proportion of income saved. 

* See Levin, Moulton, and Warburton, America’s Capacity to 
Consume, 1939. 

5 Defined as the proportion of income consumed. 
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ment would result. Therefore, government invest- 
ment in roads, in parks, and even in productive enter- 
prise is urged as a means of maintaining consumption 
and employment. 


The proponents of this theory accept with equa- 
nimity the certainty of a continually rising public 
debt. ‘Chey look upon a public debt as presenting no 
great problem so long as “we owe it to ourselves.” 
One writer® has stated his belief that a debt of $4,000 
billion would be easily supportable. They accept with 
perhaps less equanimity the prospect that the gov- 
ernment will inevitably come to own and control 
most if not all industry. Neither is the inflationary 
implication of the credit expansion incident to this 
debt a matter of concern. The belief is held that credit 
expansion in a situation of underemployment is not 
likely to cause prices to rise unduly, since the credit 
expansion will bring about an expansion in produc- 
tion.’ If the production of goods expands proportion- 
ately to the expansion of money and credit, it is be- 
lieved that no price stimulus will be given. It is rec- 
ognized, however, that credit expansion in a period 
of full employment must inevitably cause prices to 
rise since the production of goods cannot expand 
through further employment. 


Secular Stagnation Versus “Pump Priming.” The 
‘economic philosophy briefly outlined above should 
be sharply distinguished from what has come to be 
known as “pump priming,” or cyclical government 
spending. The theory vf “pump priming,” involves 
no belief in the decline or disappearance of invest- 
ment opportunities but only a conviction that goy- 
ernment deficit spending is necessary in periods of 
depression, and that the resulting deficits can be can- 
celled by budgeting surpluses in periods of active 
business. A so-called “cyclical budget” or a budget 
unbalanced in periods of depression and overbal- 
anced in periods of recovery and prosperity is urged 
by the advocates of this pump-priming philosophy. 

The theory of pump priming was clearly one of 
the motivating forces in government policy from 
1933 to 1940. Unemployment nevertheless persisted, 
although there was some reduction over the period. 
It is urged by some that unemployment could have 
been entirely eliminated by a sufticiently aggressive 
spending program.* Indeed, the elimination of un- 
employment as a result of the almost astronomical 
war expenditures would seem to prove that unem- 
ployment can be eliminated if deficit spending is un- 
dertaken on a sufficiently grand scale. However, it 
seems equally clear that pump-priming expenditures 
undertaken tvo early in the down turn may only 
serve to freeze the basic maladjustments in produc- 
tion and in cost-price relationships that initiated the 
downward cycle in the first instance. A stubborn 
refusal to permit a correction of these basic malad- 
justments may be a major cause of what appears io 


® Seymour FE. Harris, Postwar Economic Problems, 1943. 

7 Nevertheless, the credit expansion from 1933 to 1940 (a period 
of underemployment) was accompanied by a rise in wholesale 
prices. 

® The Federal debt expanded from $22,539 million in June 1933 
te $42,968 million in June 1940. 


the overpessimistic as “secular stagnation.” It is un- 
doubtedly true that the economy has come to be 
more rigid and less flexible. The growth of monopoly, 
political wage levels, governmental manipulation of 
prices of such raw materials as farm products and 
coal, so-called fair-trade laws, mortgage moratorium 
laws, government lending, and currency devalua- 
tion” have served to shore up existing maladjust- 
ments and to slow up the removal of barriers to ex- 
panded production. 


Pump Priming and Investment Climate. But there 
is another appraisal of pump priming to be consid- 
ered. According to this view, a great deal of atten- 
tion needs to be given to the investment climate in 
which pump-priming expenditures are undertaken. 

The primary objective is to stimulate private in- 
vestment and direct idle savings to useful employ- 
ment. It is therefore evident that pump-priming ex- 
penditures are not likely to be successful if carried 
on in an atmosphere of social hostility to new invest- 
ment. There are many who believe that the objectives 
of the pump-priming experiment of the 1930s might 
have been realized if this investment climate had 
been favorable. 

Perhaps the chief ingredient of the unfavorable in- 
vestment climate of the 1930s was uncertainty. 
Doubt and perhaps fear of regulations and restraints 
to come had perhaps a greater retarding influence on 
new investment than reforms actually completed. 
Even after new business-regulatory policies are en- 
acted into law, several years must elapse before 
rights and responsibilities are clearly defined by the 
administrative agencies and the courts. The Secur- 
ities Act became a law in 1933 and was substantially 
amended in 1934. Since the act endowed the Secur- 
ities and Exchange Commission with a vast discre- 
tionary authority and since the courts have increas- 
ingly taken the view that findings of fact by admin- 
istrative agencies are not subject to judicial review,” 
it is not even yet safe to assert that responsibilities 
under the act are clearly defined. Under such circum- 
stances, a change in the political complexion or atti- 
tude of the commission becomes at least as impor- 
tant as a change in the act itself. Even now business 
responsibilities under the National Labor Relations 
Act are not clearly defined. 

Another factor of importance is general invest- 
ment scepticism of the reality and permanence of 
demand arising from deficit spending. If this distrust 
exists, it is an important clement in restraining new 
investment regardless of whether or not the distrust 
is justified. As a matter of fact, strong and vigorous 
recovery movements have always been based on def- 
icit spending; but this deficit spending has been by 
business rather than by government. The decision 
to undertake new investment necessarily involves 





. Srvency devaluation is equivalent to an increase in import 
tariff. 

‘* For a clear statement of this legal doctrine, see the following 
U. S. Supreme Court decisions: Ecker et al, Institutional Bond- 
holders Comm. v. Western Pacific R.R. et al., 318 U. S. 448 
(1943) ; Group of Institutional Investors v. C. M. St. P. P. R.R. 
Co., 318 U. $. 523 (1943) ; Dobson v. Commissioner, 320 U. S. 
489 (1943). 
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a belief that effective demand for the product wi!l 
permit a profit commensurate with risk and will alsuo 
amortize the investment over its useful life. If for 
good reasons or poor reasons entrepreneurs appraise 
current demand as “artificial” or temporary, even a 
high level of current demand will not induce new 
investment in other than relatively short-lived assets. 


Relation of Federal Tax Structure to New Invest- 
ment. The idea that the structure as well as the rates 
of Federal taxes should be so arranged as to mini- 
mize cyclical fluctuations in business is not a new 
one. Ideally, the tax structure should be such as to 
restrain new investment in periods of boom based 
on an excess of investment over savings, and to stim- 
ulate new investment in periods of depressed busi- 
ness caused by an excess of savings over investment. 
If the somewhat pessimistic theory «of secular stay- 
nation is valid, it would appear that the tax structure 
should at all times be so arranged as to stimulate 
investment in order to reduce as much as possible 
the compensatory government investment required. 

From the nature of things the Federal tax struc- 
ture cannot be neutral, and the belief that the struc- 
ture should be designed only for the purpose of rais- 
ing revenue is not widely accepted. Whether palat- 
able or not, any Federal tax level and structure has 
definite and positive repercussions. It appears self- 
evident, therefore, that the tax structure should be 
so designed as to best serve the economy. If reper- 
cussions cannot be avoided, it is wisdom to seek to 
so arrange the tax structure that these repercussions 
will have the least possible unfavorable effect. 

Even if the goal of revenue is accepted as the sole 
objective of Federal taxes, the problem of the tax 
structure is hardly less complicated. Government 
can “price itself out of the market” about as easily 
as a manufacturer. The determination of the point 
of diminishing returns in taxation is an important if 
complicated calculation. In view of the larger reve- 
nue requirements.of the Federal government in the 
postwar years, it may be almost true that the most 
desirable Federal tax structure is one that yields the 
most revenue. But, unfortunately, the relationship 
between tax yields and rates is not a simple, straight- 
line relationship. During the 1920s, tax yields rose 
considerably with lower rates. During the war per- 
iod, higher rates have been productive of much 
higher revenues. When losses are less probable, as 
under the forced draft of war production, the point 
of diminishing returns is much higher than when 
miscalculation of the market is likely to result in 
loss. Wartime production is carried on under circum- 
stances that virtually guarantee against loss. 

Moreover, the yield of certain types of taxes, such 
as the capital-gains tax, is much more responsive to 
rate changes than other types, such as excise taxes. 
Business enterprises vary widely with respect to the 
variability of profits. In general, it appears that con- 
sumer nondurable-goods industries, such as tobac- 
cos, foods, and variety chains, have more stable 
profits than producer-goods industries, such as steel, 
construction, and machine tuols, or even consumers’ 





durable-goods industries, such as automobiles and 
refrigerators. The point of diminishing returns is un- 
doubtedly higher in the case of industries and enter- 
prises with stable profits than in the case of indus- 
tries and enterprises with highly unstable profits. 
This is because taxes are collected in years of large 
profits but only limited offsets are allowed for losses."' 

But the restrictive influence of taxes is strongest 
in the case of new enterprises. Here there is no earn- 


ings experience but only profit expectations and es- . 


timates. The Bureau of Internal Revenue appears 
in the form of a partner who shares profits but not 
losses. Since a full-employment economy is depen- 
dent upon an adequate birth rate for new enterprises, 
as well as a high rate of production and employment 
in the durable-goods and producer-goods industries, 
itis clear that the tax structure must be such as not to 
unduly restrict enterprise in these areas. In other 
words, the tax structure must be adjusted to the need 
for the creation of new enterprises and to the need for 
full employment in producer-goods and durable- 
goods fields. Leonard, Ayres has shown that the busi- 
ness cycle consists largely of variation in the employ- 
ment in durable-goods industries. 


General Criticisms of Federal Tax Structure. It 
seems worthwhile to summarize here sume of the 
general criticisms that have been offered relative tu 
the tax structure as a whole. Detailed criticism of 
the specific taxes included in the tax structure is re- 
served for later sections. We are here concerned 
with the tax structure as an instrument of general 


economic policy. Some of these general criticisms 
follow: — 


(1) From the long-range perspective. tax rates 
have been pushed beyond the point of diminishing 
returns. It is, of course, granted that under the con- 
ditions operative in wartime the point of diminishing 
returns is much higher than in peacetime. It is equally 
clear that, if we consider only a single year, increases 
in already steeply progressive rates will yield higher 
revenues. Enterprises already in existence with cap- 
ital sunk in machinery and brick and mortar may find 
it less unprofitable to operate than not to operate. 
Even those concerns with highly variable profit 
rates are likely to continue to operate rather than 
close down, since the tax does not apply in the ab- 
sence of profits. But the important consideration is 
the effect upon capital formation through creation of 
new enterprises and the expansion of existing enter- 
prises. If only a single year is considered, the reduc- 
tion in yield resulting from the adverse influence on 
capital formation may well be less than the increase 
in yield resulting from the higher rates on established 
industries. If a period of years is considered, how- 





1t The so-called “carry forward and carry back” provisions of 
the excess-profits tax serve partially to avoid this difficulty so 
far as the excess-profits tax is concerned. A two-year carry for- 
ward of corporation losses is now permitted. In the case of capital 
gains, the loss carry over is limited to $1,000. 

12 The Chief Cause of This and Other Depressions, Cleve- 
land: The Cleveland Trust Company, 1935. See also indexes 
of manufacturing production, 1919-1938, arranged according to 


the durability of the product, published in the Federal 
Bulletin for Jan. 1938. ederal Reserve 
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ever, the resulting decline in capital formation may 
much more than overbalance the effect of higher 
rates on incomes of previously established enter- 
prises. In the attempt to establish some sort of psychi- 
cal equalization of the burden among taxpayers, we 
must not forget that the total product is alsu impor- 
tant. If a perfect equalization is achieved only by 
making everybody poorer, we have not improved the 
general welfare. In the words of Irving Fisher,'* “It 
is better tu improve the lot of all even if this involves 
great inequalitics than to injure ail by the cquali- 
zation.” 


(2) The tax structure gives encouragement to the 
development of unsound capital structures. Debt 
financing rather than stock financing is not only en- 
couraged but in many cases almost impelled by the 
circumstances of the corporate income tax. Interest 
on debt is deductible from gross income but divi- 
dends (even preferred dividends) are not deductible. 
Consider the capital structure of two corporations, 
one with senior capital in the form of bonds, and one 
with senior capital in the form of preferred stock: 


Corporatign A Corporation B 
$2,000,000 $ 


2,000,000 
2,000,000 2,000,000 


Bonds (4%) 
Preferred Stock (4%) 
Common Stock 

















$4,000,000 $4,000,000 


Corporation A must earn $80,000 to pay interest 
on bonds. Corporation B. on the other hand, must 
earn approximately $133,000 in order to earn enough 
so that. after taxes, $80,000 will be available to pay 
- preferred dividends. This is without consideration 
of the excess-profits tax. 

This impetus to pyramided and unsound capital 
structures is in direct contrast to the efforts of the 
I.C.C., the S.E.C., and various other agencies direct- 
ed toward sounder capital structures. There is no 
doubt that capital structures heavy on the equity side 
and light on the debt side would exert a highly sta- 
bilizing influence on the business cycle. It has been 
shown" that the railroad receiverships of the 1930s 
‘were much more closely related to capital structures 
than to the decline in gross income. 





(3) The tax structure discriminates against the 
corporation as a method of doing business and in 
favor of the individual enterprise and partnership. In 
the case of the individual enterprise, the business net 
income is taxed but once to the enterpriser. [n the 
case of the partnership, theypartners are taxed as in- 
dividuals upon their distributive share of the partner- 
ship income (whether distributed or not) but the 
partnership as such is not taxed. The corporation is 
taxed on its income at the basic rate of 40 per cent, 
with a 95 per cent rate on excess profits.'"> Then, when 
the profits are distributed to shareholders in the form 
- be Fisher and Fisher, Coustructive lncome Taxation, 1942, page 

14 See “Railroad Securities in the Post War ira,” an address 
by Patrick B. McGinnis to the National Security Traders’ Asso- 


ciation, Commercial and Financial Chronicle, Aug. 23, 1943. 
'® But the over-all rate is limited to 80 per cent. 


of dividends, they are again counted as income and 
taxed at the individual income-tax rates. 

This discrimination was less serious prior to 1936. 
Before this date dividends were not subjected to the 
individual normal tax, but only to the surtax. If the 
individual normal tax were exactly equal to the cor- 
poration tax rate, this arrangement would have much 
tu recommend it. The corporation income tax would 
represent in fact a withholding of the individual nor- 
mal tax, leaving the individual to pay the surtax on 
dividends received. To be sure, it would not represent 
justice for the small stockholder whose income and 
exemptions require him to pay no tax. The corpora- 
tion would be in effect paying a normal tax for.such 
stockholder who is not himself required to pay even 
a normal tax. It has been argued that this arrange- 
ment does not represent justice for a corporation re- 
quired to withhold dividends by reason of (a) con- 
tract with creditors, (b) provision of law,'® (c) man- 
date of regulatory agencies, or (d) force of circum- 
stances.'? Here the corporation would pay a tax at a 
rate equal to the individual normal tax, but stock- 
holders would have no dividend income and could not 
use the corporation tax as an offset to the normal tax 
on his nondividend income. 

It may well be argued, however, that the corpora- 


tion tax would then represent merely a withholding 


of the stockholders’ normal tax in succeeding years. 
This is undoubtedly true where earnings are with- 
held more or less temporarily from dividends. Where 
earnings are appropriated to expansion, such earn- 
ings are more or less indefinitely withheld from divi- 
dends—but such reinvestment would normally be 
expected to increase the future dividend rate. If the 
objective is to tax income realized through the cor- 
porate form once but not twice, then corporate earn- 
ings appropriated to expansion or debt payment 
should be taxed. The reinvestment of earnings by 
the corporation is equivalent to the payment of a 
dividend and the reinvestment by the stockholder 
of the proceeds. Since the investment is direct rather 
than a dividend followed by reinvestment, the stock- 
holder is able to postpone the payment of a surtax. 
This is defensible, since when dividends are paid or 
increased the surtax will be payable. There is neo 
sound reason why the corporation should escape 
paying a tax on all its income at the normal rate 
whether matched by dividend payments or not. After 
all the objective is not to discriminate in favor of 
corporate income but to avoid discrimination against 
such income. 


(4+) ‘The tax structure, with its emphasis on an in- 
cume tax based on an annual accounting of income. 
discriminates against new enterprises and enterprises 
with unstable incomes and in favor of stable and es- 
tablished enterprises. 

The variability of profits between different enter- 
prises and industries is not primarily a matter of 
skill of management but of basic differences in pro- 





_ ‘Such as prohibition of dividends until accumulated deficit 
is climinated. 
'@ Such as need fur funds for expansion or debt payment. 
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ducts. It is true, of course, that differences in capital 
structure serve to accentuate variations in net in- 
come available for stockholders. If all the differences 
in variability could be accounted for on the basis of 
capital-structure differences, some discrimination 
could be defended as an inducement to sounder capi- 
tal structures. But, in general, durable goods and pro- 
ducer goods have less stability than nondurable 
goods and consumer goods. 

A given tax rate is less of a burden on an enterprise 
in a stable industry than on an enterprise with ir- 
regular profits. An enterprise that earns occasional 
large profits with intervening years of low profits 
or even losses is at a disadvantage. This is particular- 
ly true if the enterprise is unincorporated and hence 
subject to the graduated tax. The carry back and 
carry forward of operating losses permitted in con- 
nection with the corporate excess-profits tax has cor- 
rected to some extent this difficulty in the case of 
corporations. 

From the standpoint of business-cycle control and 
stabilization, it is probably true that new enterprises 
and high-risk enterprises are socially more usetul 
than established and stable enterprises. If the tax 
structure is to be directed to the objective of full em- 
ployment and production, care should be taken that 
it does not bear unduly on such socially useful enter- 
prises. Even some discrimination in favor of such 
enterprises would appear to be justified.”* 


(5) The tax structure has contributed to the 
growth of monopoly through discrimination in favor 
of large enterprises and established enterprises and 
against new enterprise and small enterprise. 

The large and established concern has a distinct 
tax advantage over the new and small concern, par- 
ticularly where the established concern has capital 
valuations based on previous periods of higher costs 
or where a considerable degree of obsolescence exists, 
and especially when depreciation and depletion is an 
important factor. Here the excess-profits tax base 
as well as the depreciation and depletion base favor 
the large and established concern. 

Consider the case of the United States Steel Cor- 
poration. The balance sheet shows assets in.excess 
of $2.1 billions. The total liabilities, plus preferred 
stock and plus the common stock at market value,’* 
is approximately $1.2 billions. In other words, on the 
basis of the market appraisal of this enterprise there 
is obsolescent capital in the amount of approximately 
$900 million. So far as excess-profits taxation is con- 
cerned, such an enterprise has the tremendous ad- 
vantage of this larger tax base over any potential 
new competitor. But this advantage does not stop 





18 Mr. Henry Wallace has proposed that “all capital invested 
in genuine new enterprise should be income tax free for a period 
of five years or until the owner of such capital has received his 
investment back in the form of profit, either through income or 
sale, provided the investment is one in which two-thirds of the 
capital is spent on labor and materials. Business should be per- 
mitted to write off up to 20 per cent in any one year its investment 
in machinery or buildings, provided these amounts shall be spent 
within a specified time for new facilities . . . for the sake of new 
and growing businesses the excess profits tax should be eliminated 
as soon as possible.” Address, Nov. 2, 1944, 

19 Taking the common stock at $60 per share. 





with the excess-profits tax. Where depreciation and 
depletion are important elements in costs, the exist- 
ence of obsolescent capital provides a tax buffer of 
considerable value. The depreciation of obsolescent 
capital does not serve to protect reported earnings 
but rather to protect working capital through the 
minimization of taxes.** : 

A particular stimulus to the development of mo- 


‘nopoly ts to be found in the wide difference between 


the maximum effective tax rate on long-term capital 
gains (25 per cent) and the maximum corpurate ex- 
cess-profits tax rate. 

This has been especially evident in the distilling 
industry. Consider the case of a small distillery with 
a large inventory that has increased in value over 
recent years. If the product is sold through usual 
channels and if the enterprise is subject to the excess- 
profits tax, as little as five cents on the dollar may be 
realized for stockholders.” But, if the entire com- 
pany is sold to a larger unit in the industry, the stock- 
holders may retain seventy-five cents out of each 
dollar of the proceeds. It is not difficult to understand 
why the integration movement has proceeded rapidly 
in this industry. — 


Purpose of This Study. The fact that the income- 
tax amendment to the Constitution became effective 
only a little more than three decades ago is perhaps 
not sufficiently appreciated. Except for a brief period 
during World War I, the rates were moderate and 
probably did not exert any significant depressing in 
fluence on new investment and total income. Indeed, 
the approach of tax philosophers and economists 
typically ignored consideration of such matters and 
concentrated on a psychological approach to the ap- 
portionment of the tax burden. Such terms as “fair- 
ness,” “ability to pay,” and “equality of sacrifice” 
characterized discussion of the tax problem. Given a 
certain level and distribution of income, the problem 
appeared to be that of allocating the burden of gov- 
ernmental support in such a manner as to maximize 
the sum total of phychic satisfactions. The psycho- 
economic principle of diminishing utility was in- 
voked. Each dollar of accretion to income was con- 
sidered to yield less in psychic satisfaction than pre- 
vious income dollars. Therefore, from the point of 
view of “ability to pay” or “equality of sacrifice” it 
was (and is) logical to provide higher rates for high- 
er-income brackets. It was recognized at least by 
many tax economists that this reasoning led to the 
inescapable conclusion that the rates of tax for tup- 





20 The whole question of the purpose of depreciation accounting 
is here involved. The temptation to digress from the main theme 
is strong. It is perhaps sufficient to say that, according to orthodox 
accounting theory and practice, the objective of depreciation ac- 


- counting is the maintenance of the integrity of the dollars of 


capital initially invested. This objective is perhaps inappropriate 
in an unstable world and particularly to a period of price infla- 
tion. The maintenance of the integrity of the physical volume of 
capital is perhaps a more appropriate objective in a world of rapid 
and wide price changes. If this objective were to be accepted, the 
cost of replacement or the cost of equivalent capacity would be 
the proper depreciation base. In the case of completely obsolescent 
capital (as indicated by market appraisal of the securities), per- 
haps any depreciation charge would be unwarranted. 

21 Since the over-all tax is limited to 80 per cent, this might be 
as much as 20 cents on each dollar. | 
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bracket income should be not less than 100 per cent. 
Probably most such economists shrank from follow- 
ing this reasoning to its logical conclusion. This re- 
luctance was probably due to a conscious or uncon- 
scious understanding that the rate and structure of 
the tax was ‘definitely related to the total income 
available for division. 

But the relationship between the level and struc- 
ture of taxes and total income was nevertheless piv- 
en scant consideration. It was sometimes asserted 
that “no one would willingly accept a lower income 
in lieu of a higher income,” and that therefore, so 
long as the highest-bracket tax was less than 100 per 
cent, a graduated tax would not significantly influ- 
ence total income.** 

Probably this philosophy was reasonably appro- 
priate to the period of moderate revenue require- 
ments in which it was developed. “Other things being 
equal,” equality of sacrifice would appear to be a 
sound social principle in distributing the tax burden. 
Even from a practical point of view it is evident that 
the larger revenue requirements ‘of the present and 
future cannot possibly be met by proportional income 
taxation. ‘he principle of graduate income taxation 
is not in question.** 

But it is equally evident that the level and structure 
of taxes are intimately related to the total income 
available for division. It simply is not true that, risk 
and effort considered, “no one would willingly ac- 
cept a lower rather than a higher income.” The fact 
seems to be established that incomes vary consider- 
ably with respect to their capacity to stand taxation 
without drying up the source of the income. In a 
system of complete state capitalism, where govern- 
ment is the sole employer, progressive income-tax 
rates might more closely approach the point of equal- 
ity of sacrifice without greatly affecting the totality 
of incomes. Even here it is improbable that equality 
of sacrifice could be attained without a significant 
reduction in income total. Higher incomes involve 
greater responsibilities, and it is unlikely that abler 
men would gravitate toward the top under such a 
system. Indeed, the emergence of wide differentials 
in compensation in Russia would seem to argue that 
equality of sacrifice is not practically possible even 
under totalitarian state capitalism. It is generally 
believed that enterprise income tends to diminish 
under high rates to a greater extent than do individ- 
ual funded or salary incomes, although certain kinds 
, of enterprise incomes are more sensitive than other 
kinds of enterprise incomes. 

The construction of an ideal Federal tax structure 


.%21t is probably not without significance that this view was 
developed in the main by college professors and others on fixed 
annual salaries. 

23 The single known exception among reputable tax economists 
is Harley I.. Lutz, professor of finance, Princeton University, 
chief economist of the Tax Foundation, and chief of staff of the 
Committee on Post-War ‘lax Policy. Dr. Lutz is now opposed 
to the principle of individual income taxation at progressive rates. 
This is a distinct departure from his previous views expressed in 
his Public Finance, chapter 17, 1936. See the address of Dr. Lutz 
delivered before the New York Institute of Finance, New York 
City on Sept. 11, 1944, and reprinted in the Commercial and Fi- 
| nancial Chronicle, Nov. 16, 1944, 


is fundamentally a problem in simultaneous equa- 
tions. Equality of sacrifice is a sound principle up to 
the point where total economic activity is signif- 
cantly reduced. The maximization of total economic 
activity is a desirable objective of tax policy up to 
the puint where undue and unnecessary inequalities 
of sacrifice are introduced. The construction of 2 
sound tax structure requires a skillful blending of 
these objectives. Where is the point in a schedule of 
progressive rates where economic activity is signifi- 
cantly reduced? Where is the point in a system of 
taxation designed to stimulate production and em- 
ployment where inequalities of sacrifice outweigh 
consideration of increased total income? It is unfor- 
tunately true that these two somewhat conflicting 
ubjectives cannot be harmonized by any mathemati- 
cal process. The development of a tax structure de- 
signed to permit and encourage full production and 
employment, and at the same time distribute the 
burden with the least possible inequity, can only -be 
accomplished by a thoroughgoing re-examination of 
tax philosophy, the widest possible discussion, and 
perhaps a period of honest trial-and-error experi- 
mentation. ‘ 

At least since the middle 1930s the Federal tax 
structure has been the subject of intensive and se- 
rious study. The inadequacy of much of the previous 
philosophy and thinking on the subject has been 
frankly recognized, and much has been accomplished 
in the way of constructing a tax philosophy appro- 
priate to the larger revenue requirements of the time 
and to the imperative necessity of an expansion of 
job opportunities in the postwar world. This process 
of rethinking in discussion by tax economists, gov- 
ernment officials, businessmen, and organizations 
representing the collective efforts of various groups 
has been constructive and largely nonpartisan. It is 
a stimulating example of a democratic people under- 
taking the direction of its own destiny. There is, 
of course, a recognition that a tax policy appropriate 
to peace is not appropriate in war. Largely for this 
reason the results of these studies have not been 
translated into action and are unlikely to result in 
action before the end of the war. 

Perhaps the most significant aspect of these stud- 
ies is the extent of the area of agreement. There is 
substantial agreement at many’ points; moreover, it 
is evident that this area of agreement is not agree- 
ment merely among those of a particular political 
faith or economic predilection. It is very largely non- 
partisan in character. There is much wider agree- 
ment su far as principles are concerned than con- 
cerning the precise methods for realizing the desired 
ends. For example, there is wide agreement that 
double taxation of corporate income is undesirable; 
but there is a wide variation in the techniques pro- 
posed for avoidance of such double taxation. 

The purpose of this study is not the construction 
of an ideal postwar Federal tax structure. It is rather 
tu examine and appraise the numerous studies al- 
ready made, from the point of view of economic 
soundness and appropriateness to the ends desired 
and from the puint of view of practical administra- 











OREGON BUSINESS REVIEW 





tive workability. A particular proposal may have 
great merit so far as equity and fairness and general 
appropriateness to the desired end is concerned, and 
vet be so difficult of administration as to be unac- 
ceptable. What may appear to be equitable and de- 
sirable in general may be entirely inequitable and 
undesirable for entire industries or categories of in- 
dividuals or enterprises. The complications in in- 
come taxation arise very largely out of the necessity 
for deviations from the general rule and the inclusion 
in the law of a set of directions attempting to estab- 
lish the circumstances and prerequisites to such de- 
viations. While simplicity is a desirable end, it seems 
improbable that an equitable tax structure designed 
to produce the larger revenue requirements of the 
postwar period can at the same time be simple. Nev- 
ertheless, it is possible for a particular proposal to 
have general merit but be administratively unwork- 


able because the circumstances and prerequisites for- 


deviation from the general rule cannot be stated with 
sufficient precision.** 

The purpose of this study then is to appraise the 
proposals for Federal tax reform and to explore the 
areas of agreement and disagreement with the par- 
ticular aim of estimating the kind of tax structure 
likely to emerge in the postwar period. Subsequent 
installments will deal with specific taxes included in 
the Federal tax structure. An analysis and appraisal 
of reform proposals with reference to these specific 
taxes will be offered and, where it appears warranted, 
an attempt will be made to estimate the emerging 
pattern of postwar Federal taxes. 

(To be continued) 

24 The proposal to abolish the tax on corporation income but 
to tax stockholders on their distributive shares in the corporate 
income (whether distributed or not) at individual normal and 


surtax rates is = pene a case in point. The undistributed-earn- 
ings tax of 1936 (repealed) is another illustration. 


RECONVERSION PRICING 
POLICY 


(Continued from page 1) 





Certainly prices must not have the effect of depress- 
ing wages, because high wages and full employment 
provide the only sound basis for good markets for 
business and the farmer. 


(4) Prices should be such as to preclude any dis- 
crimination against agriculture or agricultural com- 
modities. For the first time in many years the far- 
mer’s position is nearly on a level with other enter- 
prises. The farmer should never again be subjected 
to a squeeze between low prices for the produce he 
sells and high prices for the commodities he buys. 


(5) Our pricing policy must embrace the prospect 
of the elimination of price controls as rapidly as pos- 
sible. It is improbable that price regulations will all 
be abandoned at one time. Elimination of control 
should proceed step by step and commodity by com- 
modity as rapidly as price pressures are eliminated 
through assured adequate production. 


With intelligent administration of such a program 


and genuine cooperation by business and industry, 
the accumulated needs and the pent-up purchasing 
power existing in this country today may be trans- 
formed from a potential menace to our economic sta- 
bilization into the basis of an era of unprecedented 
prosperity. : 
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OREGON COUNTY BUSINESS ACTIVITY SERIES 


WALLOWA COUNTY 


é 
1. Area: 3,178 square miles (2,033,920 acres) 


2. Population: 
A. Number: 1944 6,061 (OPA figures, Sept. 1, 1944) 
1940 7,623 


1930 7.814 
1920 9.778 


B. Characteristics: 


. Per cent native-born white 
. Per cent between 15 and 65 
. Per cent living in rural areas :‘ 


. Median school years completed by persons 25 
years of age or older: 
a. Male 8.4 
b. Female 8.9 


C. Cities and towns with 2,500 population or over; none 
(county seat: Enterprise) 


. 97.8 
68.4 
- $2.2 
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3. Employment (1940): 


A. Labor force (no. of persons normally employed).. 3,076 


1. Per cent of men over 14 inc. in labor force........ 82.8 

2. Per cent of women over 14 inc. in labor force... 15.0 
B. Princ. industries in which labor force is employed: 

1. Agriculture 1,520 





2.. Professional and related services 


























144 
3. Retail trade (other than eating, drinking & 

motor-vehicle service) 105 

4. Agriculture (194‘;): 
A. No. of farms 989 
B. Average size of farms, acres 585.5 
C. Average value of farnis (land & bldgs.) $8,887 
D. Per cent of county in farms 28.5 
E. Per cent of tenancy 22.1 

5. Housing (1940): 

A. No. of dwelling units in county 2,541 
B. Average no. of persons per occupied dwelling ...... 3.51 
C. Per cent of dwellings occupied by owners .............. 60.9 


6. Manufacturing (1940): 
A. No. of establishments 11 














B. Value of manufactured goods $709,806 
C. Value added by manufacture $288,042 
7. Trade (1939): 
A. Retail: 115 establishments with annual sales 
of $2,270,000 
B. Wholesale: 10 establishments with annual 
sales of »---- $874.000 














Pont ee et te Ge tee ee ee ee 








OREGON BUSINESS REVIEW 


OREGON BUSINESS -- NOVEMBER 1944 


BANK DEBITS 


Bank debits represent the dollar value of checks drawn against individual bank deposits. Approximately 90 per cent of all goods, property, amd 
services is paid for by check. Bank debits are regarded as indicators of the general trend of business. The Bureau of Business Research collects bank 
debits from 88 banks and branches monthly. 








Number of 
: ia es Banks Debits Debits Debits Oct. 1944 compared with 
Marketing Districts Reporting November 1944 October 1944 November 1943 Oct. 1944 Nov. 1948 


Oregon 88 $690,204,685 $647,263,965 $625,336,207 +6.6% +10.4% 


Portland is 25 498,102,827 455,987,071 452,474,974 +9.2 +10.1 
Lower Willamette Valley 9 40,988,276 44,294,442 36,795,044 —7.5 11.4 
Upper Willamette Valley 39,424,639 37,567,495 5,772, +4.9 
North Oregon Coast 4 13,197,809 14,441,661 
pougses, oos Bay : 9,579,450 9,174,276 
Southern Oregon 19,793,476 19,224,210 
Upper Columbia River 11,816,024 11,026,118 
diet 12,522,966 2 
Central Oregon 8,152,142 8,409,856 
Klamath Falls, Lakevie 19,426,352 20,262,355 
Baker, La Grande 11,447,965 9,845,° 52 
Burns, Ontario 5,752,759 4,911,005 4,812,958 
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RETAIL SALES 


The sales of a state-wide sample of 474 independent retail stores, collected by the Bureau of the Census; gives an indication of trading activity 
and retail distribution. These figures are often interpreted as reflecting purchasing power. 


BY MARKETING DISTRICTS BY TYPE OF OUTLET 


Nov. 1944 sales compared with Nov. 194% sales a tnth 
O 44 Nov. 1948 Oct. 1944 ov. 1948 


Oregon } +10.8% Oregon +10.8% 


Portland | Department Stores : +15.1 
Lower Willamette Valley F Stores - 5 9.9 
Upper Willamette Valley Eating and Drinking Establishments ' 1.0 
North Oregon Coast Drug Stores at +8. 
Donglas, Coos Bay Apparel Stores ! tis3 
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Southern Oregon Motor-Vehicle Dealers 15.7 
Upper Columbia River Furniture, Household, Radio k 14.3 
Pendleton Lumber, Building, Hardware ‘ +2.2 
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Burns, Ontario 





BUILDING PERMITS 


Building permits give an indication of building operations planned rather than actual construction under way. Care’ must be taken, in interpreti 
these data, to allow for the lag which may elapse between the issuance of the permit and the beginning of actual construction. The data have been col- 
lected by the Bureau of Business Research. 


Nov. 1944 Nov. 1944 Nov. 1944 

New ew — Additions,Alterations Total Total 
Residential Nonresidential & Repairs Nov.1944 Oct.1944 
- Albany ' $ 5,000 $ 1,860 , $ none $ 6,860 $ 1,200 
Astoria none 45,300 15,805 61,105 16,250 
Baker no report no report no report 700 
Bend none 300 1,000 1,300 
Coos Bay ' none 9,600 
Corvallis.... no report no report 
cugene 73,550 
Grants Pass 9, 
Klamath Falls none 
La Grande.............. : none 
Medford 3,000 
Oregon Ci none 
P aa no report 
Portland 6,400 


















































Salem 400 
The Dalles ; 2,750 J 1,800 
24 other iti 73,050 169,133 250,831 ; 43,775 


Total | $173,798 $297,829 $274,712 $746,339 $869,595 $1,167,222 











LUMBER PRODUCTION This compares with three failures in October 1944 with liabilities 


Sy of $53,000, and no failures in November 1943. 
The West Coast Lumbermen’s Association reports that the 


November 1944 weekly average of lumber production in western LIFE-INSURANCE SALES 
Oregon and western Washington was 147,532,000 board feet. This 
compares with the weekly average of 150,113,000 board feet in 
October 1944 and 162,157,000 board feet in November 1943. 


Ordinary life-insurance sales in Oregon for November 1944 . 
were $5,691,000, an increase of 2.0 per cent over the same month 
a year ago, and a decrease of 13.5 over the previous month. Sales 
| in the United States increased 11.0 per cent over the same month 

COMMERCIAL FAILURES a year ago and 0.2 per cent over the preceding month. Life-insur- 
ance sales data are related to the financial conditions of individuals 

Dun and Bradstreet report that there were two commercial and particularly businessmen,. because life-insurance contracts 
failures in Oregon in November 1944 with liabilities of $82,000. area form of savings. 





